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PREFACE

t is widdly believed that systemic reform in Ukraine is aimost impossible. The

Government of Ukraine, it is feared, is neither committed to nor capable of imple-
menting systemic reform. This view is mistaken. Since 1995, the GOU has success-
fully restructured social assistance and socia insurance systems that are far more
radica than those achieved by other members of the former Soviet Union. Thesere-
forms, in turn, have alowed widespread pricing reforms that have restructured con-
sumer spending, crested budget savings of over $1 billion annually, and laid the foun-
dation for the emergence of market-based relations.

The missteps and delays in programs of privatization, fisca reform, and the rule of
law have received much broader press coverage than the successes in socia sector
reform. The speed and success of socia sector reforms would have been impossible
without a comprehensive program of international technical support, led and coordi-
nated by the United States Agency for International Development. This success
should guide the design and implementation of USAID’s strategy for future technical
assistance to the GOU to continue the process of reform.

In January 1995, USAID began assisting the GOU in the restructuring of social sec-
tor programs. The project began by concentrating on the design and nationwide im-
plementation of the housing subsidy program and the accompanying increases in
monthly payments by families for housing and utility payments. It was then dowly
expanded, based on demonstrated successes, to include: 1) the creation of a full-
scale welfare program to assist low-income families; 2) the reform of state and non-
state pension systems in Ukraine; 3) the development of collateral administrative sys-
tems including auditing, and monthly reporting; and 4) the development of new meth
odologies for establishing the poverty level.! This report describes the achievements
of this program and the reasons for this success.

Y The original work was conducted under contract to PADCO. After October 1, 1996, the social sector reform project was continued under a
contract between USAID and The Bancroft Group, and, after December 1, 1996, additional work was supported by a contract between USAID
and Chemonics. PADCO was the principal subcontractor on both contracts. On February 1, 1998, the program was continued under a direct
contract with PADCO.
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1. UKRAINE'SECONOMIC TRANSITION REQUIRES
SOCIAL SECTOR REFORM

Building market economies from the socialist
rubble of the former Soviet Union is a monu-
mentaly difficult task. With no lega framework
to create and protect private property and human
rights, no tradition of democratic decison making,
no understanding of how markets work, no road
map of the best path to economic recovery, and
split by deep political and socia dvisons, newly
independent states have suffered devastating eco-
nomic and social collapses.

While new economic opportunities have been
created in gray economies for some, for mogt, the
mogt visble and immediate consequence of transi-
tion has been poverty. As price controls were
lifted, food, housing, energy, and other basic goods
and services were no longer dfordable to people
dependent on government benefits and fixed
wages. Inflation, ignited by attempts to cover
budget deficits by printing money, eiminaed sav-
ings -- leaving the elderly with no cushion againgt
harsh new economic realities. The abrupt end of
the arms race placed millions of manufacturing
employees on indefinite lay-off or in part-time em-
ployment. The asence of a financiad sector to
redirect investment funds stifled the growth of
new opportunities. Endemic corruption, punitive
taxes, intrusive regulations, and xenophobia k-
duced to a trickle the level of foreign investment,
which had supported transition in Central Europe.
And worsening budget deficits froze pensions and
other berefits far below subsistence levels.

Socidigt economies are ill equipped to cope
with poverty. The very reforms necessary to cre-
ate a private, market-oriented economy eroded the
foundations of socialist social protection systems.
Basic goods and services had been guaranteed by
the very price controls that had to be dismantled to
allow market incentives to work. Enterprises that
had provided their employees with hedth services,
kindergartens, and even vacation sanitoria could
no longer afford to pay wages. Contributions to
gsate pensions, to unemployment systems, and to
disability funds fell precipitoudy. There were no
programs intended to help poor people because
acute poverty was new.

The newly poor resent the “reforms’ they ke-
lieve are destroying their living standards and turn
to political parties calling for a “return to the nor-
malcy” of socialism. To sustain economic reform,
therefore, it is necessary to restructure scial n-
surance programs (old-age pensions, unemploy-
ment and health benefits) and to create, from
whole cloth, socid assistance systems to guaran-
tee subsistence levels of goods and services to the
poor.

Since reform of the social sector necessarily
involves eliminating entitlements that had benefited
the entire population, it faces formidable politicd
problems. Middle-incane families must learn to
live without childcare assistance and to pay full
prices for basic goods and services. Hundreds of
categories of workers must give up privileges that
bestow early retirement of pension supplements.
Cheap housing, low-cost electricity, easy accessto
recreation and health facilities, and the thousands
of other entittements to which indviduads and
families had become accustomed must be done
away with or devalued.

With assistance from USAID, however,
Ukraine has moved quickly to design and imple-
ment new social assistance programs that have d-
lowed it to increase prices for housing and utilities.
And it has embarked on systemic reforms in old-
age pensons. The following sections describe
what Ukraine has adready achieved, why
USAID’s assistance was vital to this success, and
how USAID can help sustain Ukrain€'s progress
in the future.

But sociad sector reform — like economic
trangition —isalong process. The table on the fd-
lowing page outlines what could reasonably be
achieved n Ukraine with a six-year program of
USAID-sponsored technical  support for socid
sector reform.  The table describes USAID spon-
sored activities, the resulting changes in Ukraine's
social sector and the economic reforms that are
enabled by these changesin the socia sector.
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USAID SUPPORT FOR
SocliAL SECTOR REFORM

BroAD EconomIC REFORMS
SUPPORTING EVOLUTION OF

STRUCTURAL REFORMS
BY GOU IN SocIAL

LEADINGTO. ..

SECTOR PROGRAMS,

WHICH LEADSTO. . .

M ARKETS

Assistance in design of targeted assis-
tance programs

Assistance in implementation of tar-
geted assstance programs

Assistance with automation of ak
ministration of social protection pro-
grams

Creation of new meanstested
benefits for low-incomefamilies

Introduction of auditing and fi-
nancial reporting

Introduction of MIS systems
Reduction of administrative &-
penditures

Consolidation of local adminis-
trative staff and offices

Reduction of subsdies from
State Budget to agricultural and
housing sectors support low
prices

Stabilization of prices through
reduction of monetary emis
sions

Decortrol of prices of food,
housing and utilities

Further reduction of budget
deficit

Incentives for privatization of
housng and communa serv-
ices

Improvement in local gov-
ernment  accountability and
adminigtrative efficiency

Assistance with improvement of -
dal and economic dtatistics

Improvement of targeting of
socia assistance benefits
Reduction or elimination of un-
targeted social entitlements
Stronger political agreement on
issues of poverty

Further reductions in budget
deficits

Better measurement of eco-
nomic performance

Assistance with creation of personi-
fied reporting and record keeping by
Pension Fund and other socia protec-
tion programs

Assistance with restructuring of ad-
minigtration of State Pension Sy stem

Improvement in compliance in
payroll tax payments

Reductions in  administrative
cost of state pension system

Reduction in fraud and abuse in
caculation of pension benefits

Increases in state pension bene-
fits

Reduction in pension arrears

Reduction in budget expend-
tures to cover state pension
deficits

Reduction in gray economy
Strengthening of rule of law
and reduction of corruption in
administrative systems
Elimination of workbooks and
employer wage certifications,
and enhanced labor market
mobility

Ability to average wages over a
longer time period in the cal-
culation of pension berefits

Assgtance in the design and imple-
mentation of mandatory funding of
part of state pension system

Assistance in creation of safe private
penson funds through design and im-
plementation of regulatory structure
and administrative systems

Increasesin state pensions

Improvement in quality of life
of dderly and invdids

Decentralization of investment
decisions

Reduction in payroll tax rate

Diversification of pension risk

Reduction in penson system
pressures due to aging populaion

Development of private capi-
tal markets

Increase in longterm private
capital investment

Evolution of mature capita
market institutions

Improved capacity of gov-
ernments to borrow in intena
tiona capital markets

Change in citizen attitude from
expecting government to pro-
vide everything to making in-
dividual decisons about their
own future
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AN OVERVIEW OF UKRAINE'S SUCCESS

ocial sector reform in Ukraine has been a suc-

cessful collaboration between the Government
and international donors — led and coordinated by
the United States Agency for International Devel-
opment. It has been characterized by its emphasis
on supporting economic reforms and on creating
systems that are fiscally sustaingble. The table
beginning on the following page lists the magor
USAID sponsored activities during the period
1995 — 1999 as well as the tangible outcomes
achieved.

By any measure, Ukraine' s achievements are
impressive; despite severe economic adversity and
deepening economic problems, the GOU managed
to enact enabling legidation for the housing sub-
sidy program within two months of raising tariffs
for housing and communa services. It opened
750 offices within three months of enacting the
decree, and enrolled one million families within
five months of opening offices. It has aso raised
tariffs for housing and utilities from 4% of coststo
80% of costs within two years, reduced govern-
ment subsidies for the housing sector by over $1
billion annudly, creasted audit and reporting sys-
tems, and has held program costs in tight control.
At the same time, the automation of program ad-
minigtration has allowed administrative costs of the
targeted assistance program to be kept below
1.5% of the value of targeted benefits distributed
to low income families.

One way of measuring the extent to which
the social sector reform program has met the
needs of the Government of Ukraine is the extent
to which the fiscally strapped GOU has committed
its own resources to implementing the reforms
supported by USAID. The mgjor commitments by
the GOU in the past three and one-half years in-
clude:

The GOU created 756 Housing Subsidy Of-
fices and approved and paid for the 7,000 full
time staff for those offices;

Oblast and local administrations purchased
more than 600 computers and related equip-
ment (printers, UPSs) from local resources to
equip housing subsidy offices to match the 400
computers provided by USAID;

The GOU created a department in the Ministry
of Labor and Socia Policy with a staff of 8 to
manage the housing subsidy program,;

The Ministry of Labor and Socid Policy has
created an e-mail system using government
lines to al oblasts and is now extending this
system to al local officesin 609 raions and 145
oblast subordinated cities and towns, wsng the
Ministry of Internal Security system;
The Ministry of Finance has approved and fi-
nanced the creation of an Office of the Actu-
ary within the Penson Fund with 5 steff to
support the development of the actuarial model
of the pension system;
The GOU has enacted over 50 Presidential and
Cabinet decrees needed to implement recom-
mendations of the USAID/PADCO socia sec-
tor reform project;
The GOU has implemented (and paid for) large
scale pilot projects to develop new systems —
including a nationwide audit of over 100,000
applicants for housing subsidies, the develop-
ment of new reporting systems for the Pension
Fund, and the linking of pension dfices with
housing subsidy offices, and
The Ministry of Labor and Socid Policy has
created a permanent monthly training program
in Minigtry facilities, which every month trains
25 loca socid protection steff in the use of
new computer software.
The Pension Fund has dedicated 30 million
USD over the next three years to the creation
of a personified records for the state pension
system, created a separate personification d-
fice in Kyiv, and assigned a personification co-
ordinator in each raion office
The success of the program of social sector
reform has helped the USAID Mission in Kyiv
meet four of its nine strategic objectives for its
technical assistance programs in Ukraine. These
are:
Increased soundness of fiscal palicies and fis-
cal_management practices. Socid protection
programs account for nearly two-thirds of the
Consolidated State Budget — therefore, the im-
provement in efficiency and effectiveness of
these programs coupled with the elimination in
wasteful subsidies for the housing and commu-
nal services sector is exerting a large impact on
Ukraine' s overall fiscal soundness.
More effective, responsible, and accountable
local governments Two thirds of al spending
for social protection programs is made by local
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governments — out of the loca portion of the
Consolidated State Budget. The MIS and re-
porting systems developed over the past three
years and the increased accountability embod-
ied in them isimproving local government prac-
tices.

Improved sudainability of social benefits and
services. Sudtainability depends on tight target-
ing, cutting general entittements, and on the
creation of accurate fiscal forecasting models
of the annual costs of socid protection pro-

grams. The actuaria model of the pension sys-
tem and the monthly reporting system devel-
oped for the housing subsidy program allow
accurate forecasting of program costs.
Reduced human suffering and mitigating the
impacts of economic and socid crises Tar-
geted socia assistance programs, and socia in-
surance programs have the greatest effect on
reducing human suffering during the period of
economic transition

1995: Focuson Development of Targeted Housing Subsidy Program

USAID Project Activities

Tangible Outcomes

Created legal and administrative basis for Housing
Subsidy Program -- drafting 7 normative acts adopted
by Cabinet

Supported implementation of utility pricing reform —
beginning the process of raising payments from 4% to
80% of costs

Observational tour of 18 cabinet members to Nizhny
Novgorod to view operation of USAID supported
housing assistance program in Russia.

Office procedures manual provided for all local hous-
ing subsidy offices

Managed training of 6,000 local office staff and estab-
lished office operating procedures for housing sub-
sidy program

Educated public on need for targeted assistance and
utility rate increases through numerous TV and radio
advertisements and dozens of press conferences

USAID installs 40 computersin pilot housing subsidy
offices

Developed first version of NASH DIM caseload man-
agement software, installed in 200 offices, and trained
200 staff initsuse.

Conducted 3 observational toursin USA of 40 senior
Ukrainian officials from ML SP and from oblasts to
view social assistance systemsin operation in Wash-
ington DC and Madison, WI.

February. Cabinet Decree No. 89 issued, creating the housing
subsidy program.

Housing and utility paymentsraised to 20% of costs

March: Cabinet of Ministers sets up department in Ministry of
Labor and Social Policy to manage housing subsidy pro-
gram

April: Although the Cabinet was dismissed by Supreme Rada
for failing to protect population from impacts of price re-
forms, two attempts by Supreme Rada to roll back tariff in-
creases were defeated as aresult of information package
on housing subsidy program distributed to all deputies

May 3: 750 housing subsidy offices are opened nationwide
and begin receiving applications

June: Housing and utility payments raised to 30% of costs

August: Housing subsidy program extended to cover rural
families purchases of liquid gas and heating fuel

Sept: Housing and utility payments raised to 40% of costs
Octaober: One millionth family receives housing subsidy

Net budget savings for 1995 (in today’ s prices): 100 million
Hrn
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1996: Focus on Automation of Housing Subsidy Program and Development of Information and
Reporting Systems

USAID Project Activities

Tangible Outcomes

Seven additional normative acts drafted and issued
by Cabinet to improve housing subsidy program

Automated many local housing subsidy offices:

Q Installed 355 USAID-purchased computers

O Revised/installed NASH DIM caseload man-
agement and reporting software in 300 Offices

Q Fully automated applicant processing and report
preparation

Q Trained 600 local staff in use of computers and
software

Linked social protection offices and housing subsidy
offices to alow automatic enrollment in program of
pensionersand invalids

Designed and tested auditing system of applicants for
means-tested assistance

January. Housing and utility payments raised to 60% of costs
February. Two millionth family receives housing subsidy
August: Housing and utility payments raised to 80% of costs

July: Ministry of Labor and Social Policy introduces monthly
training sessions for housing subsidy local office staff

October: Three millionth family receives housing subsidy

November : Nationwide pilot audit of a sample of housing sub-
sidy program applicants and offices conducted

USAID/PADCO caseload software used in 300 local offices
Local governments purchase 300 computers

Net budget savings for 1996: 900 million Hrn

1997: Focuson: 1) Improvement of Housing Subsidy Program, 2) Design of Pension Reforms, and
3) Design of Guaranteed Minimum Income Program

USAID Project Activities

Tangible Outcomes

Eleven major normative acts drafted and issued by
Cabinet

Installed Local Area Networks in 130 oblast and local
housing subsidy offices

Designed and implemented monitoring system of
caseload and financial flows

Designed and tested individualized pension reporting
system

Created Electronic Library of all normative acts, auto-
matically updated, which isinstalled in all oblasts and
inlargelocal offices,

Created e-mail based communications system linking
all oblasts and many local offices to the Ministry of
labor and Social Policy

Created reporting system for State Committee for Sta
tistics on utility indebtedness among families and lo-
cal budgets

Developed automated system for linking housing
subsidy offices, local social protection offices, and
State Tax Administration

Developed plan for poverty monitoring system

Designed first stage of Targeted Family Assistance
Program

Designed software for nationwide auditing

March: Automated system of monthly reporting created from
32 pilot housing subsidy offices to show financial ac-
counts and casel oads

June: Ministry begins to use e-mail to issueinstructions, rules
and regulations to oblasts and local offices

September: Two-week seminar held on social statistics and re-
porting systems for Gosk omStat and oblast officials

October: Nationwide program to audit incomes of applicants
begun

October: Supreme Rada approves World Bank loan of $2.6 mil-
lion to computerize all housing subsidy offices

November : Pilot program to test computerized payments sys-
tems for ZHEK s completed in 5 test sites

November: State Committee for Statistics introduces new
monthly reporting system on housing subsidies and utility
indebtedness

November: Caseload of housing subsidy program reaches
maximum, stabilizes, and slowly declines in subsequent
months

December : Completion of pilot program to create personified
pension reporting system

Local governments purchased 500 computers for housing
ubsidy offices

Net budget savings for 1997: 2.4 billion Hrn
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1998 Focus on: 1) Refinement of Targeted housing subsidy program, 2) Reform of Pension System,
3) Measurement of Poverty, 4) Creation of Guaranteed Minimum Income Program

USAID Project Activities

Tangible Outcomes

Drafted new law on family assistance (in collaboration
withMLSPan TACIS)

Designed and installed casel oad management software
for childcare assistance program

Designed and installed monthly reporting system for
Ministry of labor and Social policy for social protection
programs

Designed software and training program for oblast and
local office management information systems

Developed actuarial model for state pension system, us-
ing World Bank Prost model, and Excel model

Approval for creation of the Office of the Actuary. De-
sign of mathematics exam

Analysis of poverty assessment methodol ogies with rec-
ommendations for reform

Begin assistance to Pension Fund to create nationwide
personified reporting system

Begin assistance to MLSP to install and utilize 1,000
computers purchased with World bank credit

Develop software for caseload management of targeted
family assistance program

Seminars held on pension reform issues

February: Ministry successfully conducts first-ever com-
petitive tender to purchase of 1,000 computers for housing
subsidy offices

March: Mikolaiv Oblast transfers childcare assistance pro-
gramto local social protection officesfrom enterprises

July: Ministry of Labor and Social Policy submitted draft
law on Targeted Family Assistance to Cabinet of Ministers

July: Actuarial analysis of current and proposed pension
system completed

August: Housing and utility payments raisal to cover
100% but reversed by Supreme Rada

August: Family share of monthly utility payments for hous-
ing subsidies raised from 15% to 20%

September: Seminar conducted on Non-State Pension Sy s-
temsfor 26 senior officials

October: Pension Fund begins Offic e of the Actuary

October: Pilot personified reporting programs begun in
L’viv oblasts

November: Ukrainian officials receive training in use of
World Bank Prost model, and attend World Bank semi-
nar on pension reform in the former Soviet Union

December: Design and instructions for new Quarterly Sur-
vey of Family Income and Expenditures completed

December: Cabinet approves new targeted assistance pro-
gram

Local governments purchase 300 additional computers
and Ministry purchases 1,000 computers with World
Bank loan in first closed bid competitive tender

Projected net budget savings for 1998: 2.6 billion Hrn
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1999: Focuson: 1) Complete the Automation of Housing Subsidy Program; 2) I mplementation of
Reform of Pension System, 3) Setting the Poverty Level, 4) Implementation of Unified Targeted
Assistance Program

USAID Project Activities

Projected Outcomes

Implement reformsin delivery of pension benefits:

Assist Pension Fund and Ministry to develop legislative
strategy for reform of state and non-state pension sys-
tems

Train staff in Office of the Actuary
Develop personified database of al pensioners

Assist with nationwide implementation of ARM-R, soft-
ware for employer reporting of personified data on all
Ukrainian workers to the Pension Fund

Complete development of actuarial model of state pen-
sion system

Design regulatory system for non-state pension funds
Study tours and seminars on pension reform issues

Assist Pension Fund and Ministry to implement pilot
non-state pension programs

Restructure nationwide system of offices providing ta-
geted family assistance

Develop and install new integrated software for managing
all programs of targeted assistance

Reform system for establishing poverty level and improve
national family income statistics

Reduce privileges and entitlement programs

Continued support for automation of housing subsidy
program

1,088 computersinstalled in housing subsidy offices

Train 500 local office housing subsidy staff in use of com-
puters

Train 500 Ministry local office staff in use of computersfor
targeted assistance program

Completion of new family income and expenditure report
based on new quarterly survey by State Committee for
Statistics

Integration of housing subsidy offices and Ministry Of-
fices of Social Assistanceinto single social assistance
system

700,000 families enrolled in targeted family assistance pro-
gram — casel oad of housing subsidy program reduced
by 10% and costs reduced by 20%

Transfer responsibility for calculating pensions from Mn-
istry to Pension Fund

Personified reports prepared by 25% of all enterprisesin
Ukraine by end of year

Passage by Supreme Rada of amended laws on State and
Non-State Pension Systems

Begin to eliminate workbooks

Projected Net budget savingsfor 1999: 1.0 billion Hrn for

targeted social assistance programs, 1 billion Hrn from

reducing privileges, and 2.0 billion + for pension system
reforms
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3. WHY SocliAL SECTOR REFORM NEEDS
TECHNICAL ASSISTANCE

ecognizing the need to reform Ukraine's o-

cia protection systems, USAID began in
1994 providing technica assistance to the Gov-
ernment of Ukraine. The initia goa was to sup-
port reform of the chronicaly weak state penson
system. In January 1995, USAID extended its as-
sistance to help create a targeted assistance pro-
gram to protect families from the impacts of rising
prices for housing and utilities.

Implementing social sector reform, however,
faced daunting obstacles. Few Ukrainians under-
stood how socia protection systems operate in
market economies. Neither the public at large nor
government officials responsible for implemerting
new socia protection systems understood the ex-
tent or the nature of the problems ailing Ukrainian
government programs, nor what gations they had
for improving the worsening situation. Most Le-
lieved that Ukraine's problems were temporary
and would disappear as soon as the economy re-
covered. In fact, economic recovery was impos-
sble without economic reforms -- and economic
reforms were politicaly impossble without re-
structuring socia protection systems.

Unfortunately, the basic building blocks for a
new socia protection system were missing. Reli-
able data on the economic situation confronting
Ukrain€' s population was almost wholly missing --
while inaccurate and mideading information
abounded. The adminigtrative infrastructure to
manage social protection programs was aso &b-
sent. Paradoxically, in the centralized socia sys-
tem, much of the responsibility for managing socia
protection programs had been delegated to State
enterprises. For those few programs for which
government agencies were responsible, manage-
ment was primitive. “Caseloads’ were handled at
the local level, with only summary information --
or misgnformation -- shared with higher levels of
government or with other government agencies.
There were no databases of program recipients or
persond incomes, and few staff with any under-
standing of how to create the missing information.
Decision-makersin Kyiv moved forward by anec-
dote and tradition. Computers, copiers, cacula-

tors, and communications systems were absent.
Mogt offices lacked even stationary, bookshelves,
and pens. Management systems had never been
developed and neither financial flows nor program
effectiveness were aidited. Office procedures
were learned by rote; dfices lacked training pro-
grams, manuals, and even copies of enabling legis-
[etion.

The Soviet system of centra control had aso
effectivey diminated individud initiative from the
enormous bureaucratic pyramid that ran socid
protection programs. Officiasat al levelsempha-
sized peforming tasks according to the book
rather than to achieve results. This is a bureau-
cratic failing in al nations — but much worse in the
former Soviet Union. Bureaucrats faced sarc-
tions if their paperwork was not in order — heavy
sanctions since nearly 40% of annual take home
pay was in the form of quarterly or annua bo-
nuses that depended on paper flow not results.”
With no timely and accurate data about what was
happening in the fidd, managers had no idea if
programs were working. Innovation was more
likely to result in punishment than reward.

Soviet systems for administering socia pro-
tection programs ignored the needs of “custom-
ers” Of course, the media was in no position to
explore and publicize bureaucratic abuses. When
the housing subsidy offices were about to open,
and PADCO staff expressed concern over the po-
tentia for long lines of applicants if utility prices
were raised sharply, a senior Cabinet official do-
served that “the Ukrainian people are used to
danding in line . . . one more line won't hurt
them.” In the end, the price increase was delayed
by one month, and long lines were minimized.

Technical assistance would not have suc-
ceeded had it been limited to expert policy advice.

2 One of the housing subsidy offices set up through the

USAID/PADCO social sector restructuring project (see below),
eliminated much of the paperwork when it was computerized. It
maintained records -- backed up daily - in its computer net-
work. Needless to say, Ministry officials initially penalized the
office for not having the required piles of hard copy littering its
closets.
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However willingly GOU counterparts lisened to
foreign experts about how to design reforms, they
lacked the ingtitutiond infrastructure and staffing
skills to implement even modest changaa3 In fact,
GOU officials became adept at listening to the ad-
vice of foreign experts, cardially agreeing to im-
plement whatever was recommended, only to
abandon activity as soon as the expert left. Lack-
ing even rudimentary office equipment, and unable
to pay for long distance telephone calls, officias
could do little without assistance, no matter how
strongly they supported proposals for reform.

Technical assistance, therefore, must be
comprehensive — nat only hdping identify genera
directions for reforms, but aso figuring out how to
implement them. Technical assistance succeeds,
therefore, only if it supports implementation. But
most foreign experts do not enjoy the messy busi-
ness of implementation -- it requires a level of
knowledge that they prefer to leave to research
assistants.

How comprehensive donor assistance en-
courages systemic reform is illustrated by the
speed with which the housing subsidy program
was implemented. This contrasts which much
dower progress on pension reform during 1996
and 1997, when assistance focused on policy rec-
ommendations rather than on a full-scale program
of technical assistance. These contrasting stories
are related in the following two sections of this
summary. The fina section describes what needs
to be done to support continued progress in the so-
cial sphere.

% Even in well-run departments, it could take between
two or three months for copies of new laws, decrees,
and instructions to trickle down into the field offices
where they were needed.
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4. SUCCESS THROUGH COMPREHENSIVE
TECHNICAL ASSISTANCE: A) THE HOUSING SUBSIDY
PROGRAM

4.1: BACKGROUND

I n 1994, Ukraine faced an acute financia crisis.
After independence in August 1991, it had re-
sisted making reforms in its obsolete and increas-
ingly indebted economy. It had run up huge debts
by continuing to pipe in mogt of its dil and gas from
Russa and Turkmenistan a vastly increased
prices. The budget deficit had reached 10 percent
of GDP and the policy of printing money rather
than cutting spending had caused runaway infla-
tion.

With the winter healing season imminent,
Ukraine turned to the International Monetary Fund
to borrow enough to keep Russia from turning off
the energy supplies. But the IMF demanded re-
forms as the condition for granting credit. On Oc-
tober 20, 1994, an accord between the IMF and
Ukraine was announced. Under the agreement,
Ukraine received a standby credit of up to $1.7
billion, to be paid in four tranches if Ukraine met a
series of conditions — known by the IMF neolo-
gism as “conditiondities” For its part, the Gov-
ernment of Ukraine promised price deregulation
(including rapid increases in the prices for housing
and communa services) as well as accelerated
privatization, reduced deficits, monetary discipline,
and other changes. The Government scheduled a
series of utility price hikes that would lead to
monthly housing payments that would cover 80
percent of cost within less than one year. Al-
though the schedule proved overambitious -- 80
percent cost recovery was actually attained
reached in August 1996 rather than on the target
date of September 1995 -- Ukraine eventualy
managed increases faster than other members of
the former Soviet Union did.

The Government and the IMF were notably
slent on whether Ukrainian families could afford
the scheduled increases and what could be done
for those that could not. The IMF s unofficia po-
sition was that because there was a lot of hidden
income in Ukraine, most families could probably
pay. But families without hidden incomes would

soon face monthly bills requiring them to pay 60
percent or more of their income on housing and
communa services. Many pensioners, invalids,
and single mothers could barely buy enough food,
even & subsidized prices. The typicd three-
member family lucky enough to live in a three-
room apartment (about 500 sguare feet), would
have had to pay in excess of $30 per month —
nearly half their average monthly income at the
time. Single pensioners in big apartments would
have been asked for monthly payments in excess
of their monthly state pension just to keep the
lights on and the gas stove alight.

The Cabinegt of Ministers issued a hasty
patchwork of decrees intended to help families
cope with higher prices. state enterprises were a-
dered to give out wage supplements and the state
promised pension supplements. But enterprises
and nationa ministries lacked money and adminis-
trative structures to honor these promises. Three
months later, when the housing subsidy program
replaced these measures, no money had been paid
under these programs to assist families.

4.2: BEGINNING THE HOUSING SUBSIDY
PROGRAM

hen monthly payments were raised to 20

percent of costs -- retroactively effective
to October 1, 1994 -- a cadre of socidist and
communist deputies from the Supreme Rada
caled on the population not to pay the increases.
The Cabinet hastily abdished al penaties on pay-
ing late. Arrears soared. But the issue of how
families could pay for housing became mute by
Christmas 1994. Currency emissions issued each
fal to pay for the diminishing harvests and to prop
up state enterprises had rekindled inflation. The
new high prices for housing shrank in real terms
urtil households were paying no more than before
price reform. The same Cabinet Decree that
raised prices for water, heat, and eectricity had
also freed prices of many foodstuffs. Food prices
were free to folow inflation while tariffs for hous-
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ing and communal services could be adjusted only
by Cabinet decree.

Ukraine received the first tranche of its IMF
loan and used most of it to pay Russia enough to
ensure adequate fuel for the winter. But it was no
nearer solving its degpening financial and eco-
nomic problems. With the IMF ensuring its condi-
tiondities were obeyed, First Vice Prime Minister
V. M. Pynzenyk asked USAID to help design a
way to target assistance to low-income families
that would allow housing sector price reforms to
continue. In January 1995, USAID contracted
with PADCO, a private consulting company that
had been working in Ukraine for two years on
housng and communa service pricing issues, to
providethis help. The god of the new project was
to develop a means-tested social assistance pro-
gram — the first in Ukraine -- for poor families to
protect them from the full impacts of rising
monthly payments for housing and utilities.

Within afew weeks, on February 4, 1995, a
new Cabinet Decree was drafted and issued, cre-
aing a housing subsidy program to assst low-
income families. Less than three months later, on
May 3, 750 offices were opened throughout
Ukraine to receive applications from families. The
housing subsidy is not a cash benefit. It is adis-
count on monthly payments equal to the difference
between 20% of income (then, only 15% of in-
come) and actua payments (within the standard-
ized amount of space for the family sze). Hous-
ing maintenance organizations and utilities were to
be paid directly by loca governments to compen-
sate for these subsidies. Families are dligible
whether tenants or homeowners. Rural families
facing annual payments for liquid gas and solid
fuel for heating (within the standardized amount of
space for the family size) in excess of 20% of an-
nud family income can aso apply.

The first subsidies were granted within a few
days of the offices being opened. Before offices
opened, the USAID/PADCO project had de-
signed, printed, and distributed more than a million
copies each of the six standard forms needed by
locd offices. By the end of 1996, one and a half
years after subsidy offices first opened their doors,

about 4 million of Ukraing's 17.1 million families
were receiving assistance monthly to help pay
monthly utility payments or to assist in purchasing
annua heating fuel supplies.

Since that date, the number of families e-
ceiving assistance has dowly declined, as incomes
reported by applicants grow (desdte the absence
of measurable economic recovery). Single par-
ents and single pensioners make up a dispropor-
tionately large share of families participating in the
program. By December 1997, the average per
family subsidy was about 30 Hrn/month — equiva-
lent to about 26% of the average family income of
participating families. For single pensioners, the
average housing subsidy was equivalent to an in-
crease of pension benefits of 65%.

4.3: THE ACHIEVEMENTS OF THE HOUSING
SUBSIDY PROGRAM

he housing subsidy program has become

widely accepted by the public and by elected
leaders as an essentia part of the Government’s
sociad assstance policy. In 1998, the program was
in the process of being reshaped from a program
providing housing subsidies into the foundation of
Ukraine's new, means-tested, social assistance
program that will provide both cash and in-kind
benefits for poor families.

The program succeeded in supporting
Ukrain€'s ambitious program of increasing the
prices for housing and utilities. The Government
has been able to increase the share paid by fam-
lies from 4 percent in late 1994 to nearly 100% to-
day (lack of accounting reform in the housing and
communal services sector prevents an accurate
assessment of the true rate of cost recovery). As
a result, net savings to dl levels of government in
1997 from increasing housing and utility payments,
even after paying for targeted housing subsidies to
low-income families, were 2.4 hillion Hrn. (or $1.3
billion). Intwo and one half years, net savings to
the budget have totaled more than $2 billion. The
projected savings for 1998 are for a further sav-
ings of over $1 billion.



Ukraine's Successful Program of Social Sector Reform

Pagel7

5. SucCESS THROUGH COMPREHENSIVE
TECHNICAL ASSISTANCE: B) THE CASE OF PENSION
REFORM

5.1: BACKGROUND

he state pension system collapsed during 1993

and 1994, when hyperinflation reduced the
real value of pension benefits by 70 percent. In-
valids and the elderly quickly became the new
poor. Their financia hardship was sadly exacer-
bated because inflation had also wiped out most of
the value of the savings accounts held by many
pensioners as insurance against economic adver-
sity in old age*

As more and more enterprises encountered
financia difficulties, they became less and less
regular in paying contributions to the Pension
Fund. In 1996, the Government increased pen-
sions for the first time in nearly two years. Pre-
dictably, pension arrears mounted. By mid-1998,
arrears exceeded 2.5 hillion Hrn — about 3 months
of pensons. However, in some locations, pension
payments were up to 8 months behind, and many
payments were in-kind, rather than in cash.

Pension reform did not begin serioudy until
USAID provided comprehensive technical support
to the Pension Fund and to the Ministry of Labor
and Socid Palicy.

5.2 TALKS, TALKS, AND M ORE TALKS

ecause of the size and urgency of the pension

crisis, international donors were quick to offer
advice. Beginning in 1994, international donors
began sending advisors to help the GOU cevelop a
strategy for pension reform. These advisors
worked with counterparts in the State Penson
Fund, the Ministry of Labor and Social Pdicy, and
the Minigtry of Finance, and with trade unions.
They organized round tables, seminars, and con-
ferences to educate officials about how pension
systems operated in other countries and atempted
to agree on fiscally and politicaly feasible reforms.

4 In 1994, the Government promised to compensate all those
who had been holding savings with the state banks where they
had lost their savings. However, the first repayments were not
made until 1998, when compensation was paid only to the es
tates of those who had since died.

Donors wanted to reach a consensus on the shape
of pension reforms before cammitting large-scale
assistance. Discussions, for the most part, ranged
over genera issues - raising the pension age, im-
proving the rate of collection of contributions,
starting a mandatory accumulation system, and re-
lating benefits more closdly to work experience
and past earnings.

Unfortunately, no concrete agreement was
reached — for reasons that offer important lessons
for the design of technical assistance strategies.
In the first place, most Ukrainian counterparts wn-
derstood neither the size nor the causes of the
problem. The lack of understanding could not be
remedied because few of the participants trusted
the information distributed at meetings by foreign
advisors. Neither the Pension Fund of Ukraine,
the Ministry of Finance, nor the Ministry of Labor
and Socia Policy had built actuariad models to
make projections. With no agreement on the
facts, there could be no agreement about what to
do.

In early 1997, TACIS, the World Bank, and
the Harvard Ingtitute for International Develop-
ment al tried to build agreement around their own
models. This failed because the models were built
with little or no participation by staff from the
Pension Fund or the Ministry. Projections were
largely indecipherable to untrained Ukrainian
counterparts and were often not even trandated
into Ukrainian (or Russian). Counterparts were
expected to “trust” the models based on the for-
eign advisors superior expertise.  Consequently,
none of the draft pension reform laws submitted to
the Supreme Rada in 1998 had been rigorousy
analyzed.

A second reason for the failure to reach
agreement was the unwillingness of Ukrainian
counterparts to consider reforms that would re-
arrange responsibilities among different agencies.
The desire to defend turf can blind even the best-
qualified bureaucrat to the merits of proposed re-
forms.

Third, even if Ukrainian officias were willing
to agree to a reform proposal, they lacked the
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knowledge and resources to design and implement
them. Foreign advice about pension policy was,
necessarily, offered at a fairly high level of &-
straction. But trandating general advice into spe-
cific implementation plans proved difficult for in-
experienced counterparts. Departments responsi-
ble for administering different aspects of the pen-
son sysem are, by western sandards, tiny.
There are only 120 staff in the Ministry of Labor
and Socia Policy head office in Kyiv managing dl
socia protection programs — from childcare and
housing subsidies to systems for caculating and
distributing pensions and overseeing dozens of or-
phanages, old people's homes, and sanitoria® The
dow development of pension reform, therefore,
was because, while many donors offered general
advice, no one had offered a comprehensive pro-
gram of technica assistance. Neither donors nor
counterparts had a clear vison of what was
needed to implement pension reform.

5.3 ENTER THE WORLD BANK

he situation changed in early 1997. The ex-

tent of the deterioration of the State Pension
system became less easy to deny and the March
1998 dlections for the Supreme Rada were loom-
ing closer and closer. The Harvard Institute for
International Development had assisted Vice
Prime Minister Victor Pynzenyk to prepare a se-
ries of draft reform bills addressing bankruptcy
law, pension reform, tax reform, the elimination of
privileges, and proposals to accelerate privatization
of state-owned assets. This broad reform pack-
age was divided into bite-sized portions by the Su-
preme Rada, and picked apart, bill by bill. There-
form program contained no implementation plans
for the numerous recommendations offered. It at-
tempted to do too much too quickly.

From the wreckage of the reform program,
the Cabinet of Ministers created a Pension Re-
form Task Force in February. Its goa was to de-
velop a pension reform package extensive enough
to judtify applying for a credit from the World
Bank for between $200 million and $400 million
USD. The money would be used to pay off pen-

*A department in the Ministry with a staff of only 8 people
(including two secretaries), for example, manages the entire
housing suksidy program. The Department of Health and Hu
man Services, in Washington DC, would have at least 300 staff,
backed up by modern computer and communications systems, to
run a comparable program.

sion arrears and finance systemic reforms in the
State Pension system. The Task Force began n-
tensive meetings in April 1997. At the end of
June, however, discussions were suspended. The
GOU rejected two “deal bregking” conditions set
by World Bank experts. 1) to begin immediately
raising the age at which people would be igible to
receive pensions; and 2) begin funding a portion of
the state pension by diverting a part of curent
contributions into individual accounts. Throughout
the Task Force's deliberations, there had been lit-
tle concrete discussion about how the massive --
and growing -- deficit in the State Pension system
would be covered.

54 USAID Succeeps witTH A MORE
PrRAGMATIC APPROACH

Followi ng the suspension of talks concerning the

credit from the World Bank, and the rgjection
by the Task Force of a fully privatized pension
system, Ukraine and USAID-contractor PADCO
initiated a more pragmatic approach. Whatever
changes were finally made in the state and in pri-
vate pension systems, Ukraine needed to find
ways to pay adequate pensions on time and to ke-
gin building the information infrastructure as the
foundation for future pension reforms. In the
summer of 1997, PADCO successfully developed
and implemented a prototype software program in
cdlaboration with the Pension Fund of Ukraine
and the Ministry of Labor and Socia Policy. The
program dlowed enterprises to prepare for the
Pension Fund quarterly reports showing for each
employee (identified by TIN number) how much
sadary had been paid and how much contribution
was due to the Pension Fund for each individual.
This project is referred to as “personif ication of
the pension reporting system.”

Under a new contract with USAID, begin-
ning on February 1, 1998, PADCO brought in a
new actuarial expert who began developing an ac-
tuarial model of the Ukrainian pension system in
collaboration with the Ministry of Finance, the
Ministry of Labor and Socia Policy, and the Pen-
sion Fund of Ukrane. By August 1998, this model
was being refined based on comments from tech-
nical staff from both collaborating agencies. In
addition, at the project’'s recommendation, the
Ministry of Finance had agreed to create, within
the Pension Fund of Ukraine, an Office of the Ac-
tuary. This Office will be staffed by individuas
with backgrounds in mathematica and canputer
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activities and will be responsible for fiscal analysis
of the current penson system and of proposed
changes to the system. Responsihility for develop-
ing and maintaining the actuarial modes would be
transferred to this Office. This would create a
permanent capacity in Ukraine to operate models
that could actualy project revenues and expendi-
tures of the state system under aternative scenar-
ios for reform. This capacity is needed for the
Cabinet of Ministers to proceed through the can-
plex and paliticaly tense process of implementing
pension reform

At the sametime, the Pension Fund asked for
further help implementing the personification proj-
ect — refining the software, developing a system
for building personified databases within the pen-
sion fund, and training enterprises and Pendon
Fund staff in the use of the new system. The
Presdent and the Cabinet of Ministers enacted
decrees permitting an expanded pilot-testing of the
personified reporting systems in Moskovska Raion
in Kyiv and in L’viv Oblast. Personified reporting
isthe first necessary step toward buil ding a central
database for the pension system in which contribu-
tions paid on behdf of, or by, al working Ukraini-
ans are recorded and maintained. This database —
similar to that maintained by the U.S. Socia Secu-
rity Adminigtration -~ will alow closer monitoring
of delinquent payers as well as the core adminis-
trative mechanism, caculating and digtributing
pension benefits. This personified database will
also be necessary for effective regulation of any
system of private pension accounts.

Ukrainian counterparts have agreed on the
necessity of these two steps toward pension re-
form -- breaking the deadlock in earlier discus-
sions of pension reform options. At last, projec-
tions of the fiscal consequences of aternative pro-
posals could be agreed to by all participants.

Before any pension database analogous to the
database maintained by the Socia Security Ad-
ministration in the USA can be created in Ukraine,
the State Pension Fund must invest in modern ef-
ficient computers. The State Tax Administration
has already done this. The USAID/PADCO proj-
ect developed a proposal under which a World
Bank credit of up to $40 million USD was made
avalable. The credit would pay for computer
equipment and software development to build a
database analogous to that maintained by the US
Social Security Administration.  This database
would move Ukraine closer to being able to man-

age the caculation and distribution of pension
benefits and to diminae the inefficient and
corruption-prone system of maintaining the work
hisgory of Ukrainians in workbooks held by
employers.  Workbooks discourage labor mohility,
create cumbersome paperwork, and are often
fraudule@f course, these important steps toward
pension reform do not solve the problems that pre-
vented agreement on the World Bank credit in
1997 — raising pension ages and beginning to fund
the state system But by working through these
steps, more and more Ukrainian decisionmakers
are beginning to understand the breadth and depth
of needed reforms. PADCO consultants have es-
tablished a close working relationship with the
World Bank. This has allowed us to discuss rea-
sonable alternatives to the World Bank demands.
For example, we have convinced the World Bank
to support incentives for voluntary retirement de-
lays as a substitute for immediate increases in the
retirement age. We have also convinced the
World Bank to consider a phased plan for the ce-
velopment and introduction of a mandatory acu-
mulation system. Finaly, PADCO staff agreed to
work with the World Bank to apply the Bank’s
Prost pension model to Ukraine. This model has
now been fully coded, and has been used to pre-
pare 75-year projections of the current pension
system, and proposed reforms to the system. This
will facilitate far greater cooperation between the
World Bank, PADCO, and the GOU.

The President’s staff and staff within the
Cabinet of Minigters have indicated, informally,
that the GOU is preparing to consolidate responsi-
bility for tax collecting under the State Tax Ad-
ministration and to give full responghility for calcu-
lating and distributing pensions to the Pension
Fund. The find decrees implementing these
changes had not been issued by December 1998.
A pilot program in L’viv oblast, however, to trars-
fer the responsihility for calculating benefits to the
Pension Fund had been approved and work on its
implementation had begun. The Cabinet of Minis-
ters has submitted a pension reform bill to the Su-
preme Rada that would begin funding a portion of
the state pension system — abeit not in aform that
yet appears fiscally feasiblee And a growing
cadre of officials admits — at least in rivate — that
the pension age will have to be raised.
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GUARANTEED MINIMUM INCOME PROGRAM

Design program

Implement pilot programsin four oblasts

Develop unified administrative software system

Develop methodology for including assets in eligibility

Computerize local offices and oblast administrative sys-

tems

Automate reporting

Develop budget forecasting model

Nation-wide roll-out

Unify local office administration

Create permanent training and technical support system

Automate benefit distribution system
REFINE TARGETED BENEFITS SYSTEM

Transit fares

Target all child care benefits

Target funeral allowances

Target sanitoria benefits

Eliminateprivileges

REFORM POVERTY LEVEL MEASUREMENT

Draft |egislation/decrees

Reform income and expenditure survey

I mplement new survey

Develop methodology for subsistence level

Implement subsistence calculation

Include subsistence level in annual budget prepa-

ration

CREATE POVERTY MONITORING SYSTEM

Designate centers

Staff and equip centers

Design reports
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Develop & implement annual poverty report
Automate all reporting
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CREATE PERSONIFIED REPORTING SYSTEM

Design software program

Implement pilot reporting program

Develop receptor software system
Implement reporting system nation-wide

Automate benefit cal cul ation process

CREATE PERSONIFIED DATABASES

Negotiate Financing for Computers

Acquire computers

Design database software system
Create database of all working Ukrainians

Automate reporting from raions to Kyiv

Eliminateworkbooks

CREATE LEGISLATIVE BASISFOR PENSION REFORM

Draft/Comment on |egislation/decrees

Seminarsfor policymakers
Draft implementing instructions

Design actuarial model

Set up/train office of the actuary

Pilot project for non-state pensions

IMPLEMENT ADMINISTRATIVE REFORMS

Consolidate tax collectionin STA

Consolidate pension calculation in pension fund

Design new pension calculation system

Improve contribution collection rate

Improve benefits distribution system







